
No. 8705.

3n tljF IntteJn ^lat^a

Oltrrmt ©nurt of AppMla
3For % 2^ttitl| (Etrrmt.

B. W. HoLEMAN, as Receiver of The First National

Bank of Bishop,

Plaintiff,

vs.

National Soda Products Company^ a corporation,

Defendant.

Hubert F. Laugharn, as Trustee in Bankruptcy of the

Estate of Watterson Bros., Inc., a corporation, and

Friend W. Richardson, as Superintendent of Banks

of the State of California, and Trustee in charge of

Inyo County Bank in liquidation,

Appellants,

vs.

David B. Scott, Receiver in Equity of Natural Soda

Products Company, a corporation, and Gibson, Dunn
& Crutcher, a law firm,

Appellees.

APPELLANTS' BRIEF.

Clock, McWhinney & Clock,

Grainger & Hunt,

830 H. W. Hellman Bldg., Los Angeles, Cal,

Attorneys for Appellants

WW

Parker & Baird Company, Law Printers, Los Angeles.

DEC 13 1937





TOPICAL INDEX.

PAGE

I.

Statement of the Case 4

II.

Jurisdiction 4

III.

Statement of Facts 4

IV.

Specifications of Error 12

V.

Questions Presented 16

1. Was the receiver guilty of negligence in purchasing rock

from Wright, and Wright and Ward, and paying them

for it, in the face of notice from the Inyo Marble Co. that

it was the owner of this rock and that payment for the

same to Wright, and Wright and Ward, and not to Inyo

Marble Company, was at the receiver's peril, without first

notifying the court and the creditors of the situation and

seeking instructions from the court? In other words, was

not the proximate cause of this loss of $17,555.16 due to

the negligence of the receiver in this respect, and should he

not be surcharged in his accounts for this amovmt? 16

2. Even assuming that the receiver was guilty of negligence

in this respect, was the condition of the receivership estate

on or about November 1, 1930, such that the general credi-

tors would have received little or nothing if there had been

a liquidation at about that time so that the fact they will

receive little or nothing at this time by reason of such neg-

ligence of the receiver does not mean any financial loss to

them; and, therefore, the receiver should not be sur-

charged? 17



PAGE

3. Are these objecting creditors on this appeal bound by the

court proceedings in the fall of 1930, which commenced

August 4, 1930, and wound up December 5, 1930, in an

order of the court denying a motion for reconsideration of

a previous order denying liquidation through bankruptcy

proceedings or otherwise, and directing a sale that required

for its consummation a further continuance of the business

by the receiver? 17

VI.

Argument 18

1. The receiver acted with gross negligence and should be

surcharged the full amount of $17,555.16 18

2. The condition of the receivership estate was such on No-

vember 1, 1930, that if the court had been informed re-

garding the rock situation and had ordered a liquidation

the general creditors would have recovered substantial re-

turns whereas now they will recover little, if anything 23

3. The objecting creditors here are not bound by the pro-

ceedings in the equity court in the fall of 1930, because

neither they nor the court were apprised of this rock situa-

tion 26

VII.

Conclusion 27



TABLE OF AUTHORITIES CITED.

Cases. page

American Trust Co. v. Harris (C. C. A. 9th, 1937), 88 Fed.

(2d) 541 24

Central Savings Bank of Keokuk v. Fanning Ball Bearing Chain

Co., 92 N. W. 712 20, 21

Gutterson & Gould v. Lebanon Iron & Steel Co., 151 Fed. 72 20

Hartford Accident & Indemnity Co. v. Crow (C. C. A. 6th,

1937), 83 Fed. (2d) 386, 31 A. B. R. (N. S.) 345 23

Hitner v. Diamond State Steel Co., 207 Fed. 616 20, 22

Montgomery & Son, In re (D. C. Ohio, 1937), 17 Fed. (2d)

404, 9 A. B. R. (N. S.) 407 23

Wire Wheel Corporation v. Fayette Bank, 30 Fed. (2d) 318 20

Statutes.

Bankruptcy Act, Sec. 57-L 24

Judicial Code, U. S. C. A., Title 28, Sees. 225 and 230 4

Text Books and Encyclopedias.

Clark on Receivers, Chap. 14, pp. 531, et seq 20

53 Corpus Juris, Sec. 209, p. 164 Ig

53 Corpus Juris, Sec. 213, p. 167 20





No. 8705.

(Utrrmt (Hmxt af KpptulB

B. W. HoLEMAN, as Receiver of The First National

Bank of Bishop,

Plaintiff,

vs.

National Soda Products Company, a corporation,

Defendant.

Hubert F. Laugharn, as Trustee in Bankruptcy of the

Estate of Watterson Bros., Inc., a corporation, and

Friend W. Richardson, as Superintendent of Banks

of the State of CaHfornia, and Trustee in charge of

Inyo County Bank in Hquidation,

Appellants,

vs.

David B. Scott, Receiver in Equity of Natural Soda

Products Company, a corporation, and Gibson, Dunn
& Crutcher, a law firm,

Appellees.

APPELLANTS' BRIEF.



—4—
I.

Statement of the Case.

This is an appeal by creditors from an order of the

District Court of Southern California approving the final

account, and supplement to final account, of an equity

receiver, and allowing fees to counsel for the receiver.

The appeal is based upon the contention of the creditors

that the lower court should not have made this order

without surcharging and collecting from the receiver

$17,555.16 for the benefit of the receivership estate be-

fore allowing his accounts.

II.

Jurisdiction.

Jurisdiction of this appeal is predicated upon the pro-

visions of the Judicial Code as set out in U. S. C. A., Title

28, sections 225 and 230. The decree appealed from was

entered in the lower court on September 1, 1937 [Tr.

p. 79]. The petition for leave to appeal was filed Septem-

ber 16, 1937, and the order allowing the appeal made

the same day [Tr. p. 93].

III.

Statement of Facts.

The creditors prosecuting the appeal are Hubert F.

Laugharn, as Trustee in Bankruptcy of the estate of

Watterson Bros., Inc., and Friend W. Richardson, as

State Superintendent of Banks and in charge of the

liquidation of the Inyo County Bank, with allowed gen-

eral claims in the receivership estate of $91,971.77 and

$194,589.01, respectively. The total of the allowed gen-
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eral claims against the receivership estate is $400,923.00,

so that the objecting creditors here hold nearly three-

fourths in amount of such claims. All secured and

priority claims have been settled and discharged, and the

receivership estate is concerned only with a distribution

of the balance on hand to such general creditors pro rata.

Natural Soda Products Co. was a corporation that

owned and operated a plant at Keeler, Inyo County,

California, for the manufacture and sale of soda ash from

deposits in Owens Lake. In the case at bar, which was

a consent equity receivership, David B. Scott was ap-

pointed and qualified by the lower court as equity receiver

and operated this plant with the permission of the court

for several years. The assets consisted of lands, build-

ings, leases, accounts, and notes receivable, cash on hand,

stock in trade, etc. On April 1, 1929, the receiver filed

his appraisement of the assets showing a total value of

$810,226.27. The fixed assets, i. e., the lands, buildings,

machinery and equipment, were subject to the lien of an

unpaid bond issue of $225,000.00 and unpaid interest in

the amount of $45,000.00 accrued during the receivership,

making a total secured liability of about $270,000.00.

The receiver tiled in the action from time to time reports

showing that while the estate was solvent the business

could not be operated at a profit and recommending that

the receivership be terminated by a reorganization of the

corporation or a liquidation and distribution of its assets.

On August 4, 1930, the receiver filed a petition for

authority to enter into an option agreement with M.

Kinzie Miller for the sale of the assets to him, which

agreement required a year or more for the consummation

of the sale and a further continuation of the operation



of the business by the receiver in the meantime [Tr. p.

83]. On September 13, 1930, the trustee of the said

Watterson Bros, bankruptcy estate filed objections to the

proposed sale and sought an order directing liquidation

through bankruptcy proceedings. On October 3, 1930,

the receiver filed a report setting out the financial condi-

tion of the corporation and justifying the sale. On Octo-

ber 9, 1930, the same objecting creditors filed a summary

of objections to the proposed sale and an argument favor-

ing bankruptcy liquidation. On October 16, 1930, the

court made a minute order denying the request for bank-

ruptcy liquidation, and directing the receiver to sell the

assets in accordance with his petition of August 4, 1927.

On November 11, 1930, objecting creditors, including

those objecting here, filed a motion for an order directing

the disbursement to general creditors of some $30,000.00

on hand with the receiver as a general fund and as pro-

ceeds of refunds of income taxes paid to the United

States Government prior to the equity receivership (which

the receiver proposed to use to pay back interest on the

bonds). On November 18, 1930, the court entered its

written order approving the receiver's petition for sale

of assets, and stated in this order:

''the option (M. Kinzie Miller) contract offered

promises a better return to all parties interested than

can be secured by a forced liquidation of the assets.

The tax refund money which it is proposed to apply

on interest past due on the bonds would suffer by

diminution against the deficiency claim which would

be made by the lienholders after the assets had been

subjected to peremptory sale."

On November 30, 1930, the same objecting creditors filed

a motion for a reconsideration of the orders of October



16, 1930, and November 18, 1930, and on December 5,

1930, this motion was denied. On April 29, 1932, an

order was made confirming the sale of the assets to M.

Kinzie Miller. From funds in the hands of the receiver,

exclusive of the money recovered as aforesaid as income

tax refunds, and with the $30,000.00 income tax refund

money, and with another $30,000.00 paid by the purchaser

Miller, the bondholders were paid $45,000.00 accrued in-

terest and exchanged their $225,000.00 face value of

bonds of the old company for a like amount face value

of bonds in a new corporation formed for the purpose

of taking over the assets of the receivership estate. After

the payment of the said interest and the transfer of the

assets of the receivership estate to the purchaser the re-

ceiver had on hand the sum of $22,225.00 for the benefit

of the general creditors of the receivership estate. This

was all that was left to take care of some $400,000.00 in

claims. The irony of this situation was that the receiver

had successfully persuaded the equity court to oppose

bankruptcy liquidation upon his vehement declarations

that the Natural Soda Products Co. was solvent. But

more and worse was to follow, as we shall see.

The general creditors, including the objecting creditors

here, accepted this situation with resignation upon the

theory that it was the best they could do without the de-

lay and expense of an appeal feeling secure that the dis-

tribution of this $22,225.00 among them (reduced to

about $20,000.00 on account of the payment of certain

priority claims) would mean a first and final dividend of

about 5% out of an estate that had been strenuously and

continuously represented by the receiver and his counsel

to the court as a solvent estate. But this was not to be,



as we shall see, for the receiver had been secretly carry-

ing on a bizarre business arrangement whereby he was

paying twice for the same article and whereby he denuded

the estate of most of this cash on hand, with the final

result that there was left only about $3,000.00 for dis-

tribution to general creditors. That situation came about

in this way:

Prior to November 1, 1930, the receiver in his opera-

tion of the business purchased a certain kind of rock from

Inyo Marble Company, but at that time he ceased to pur-

chase from this source and began to purchase the same

kind of rock from Henry Wright and later Wright and

Ward, a partnership. These latter parties were financially

irresponsible and the receiver paid them in cash as the

deliveries were made. Before paying over this money

to Wright, and Wright and Ward, the receiver was noti-

fied by Inyo Marble Company that the rock he secured

from Wright, and Wright and Ward, was the property of

Inyo Marble Company and that payment for the same

should be made to Inyo Marble Company and that if the

receiver made payment, notwithstanding, to Wright, and

Wright and Ward, he would do so at his peril. The re-

ceiver was furnished by Inyo Marble Company with sales

memoranda covering the rock secured by the receiver

from Wright, and Wright and Ward.

The receiver never reported this situation to the court

or to the creditors, and never applied to the court for

instructions before paying over such money to Wright,
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and Wright and Ward. The court did not have any in-

timation of the payment of this money under such circum-

stances until February 16, 1931, when permission was

sought by Brown, as assignee of Inyo Marble Co., to sue

the receiver for an amount equivalent to the sum paid

Wright, and Wright and Ward. The creditors never

heard about the situation until about April 29, 1932 [Tr.

p. 72]. Furthermore, all these proceedings in court in

connection with the Miller sale and the refusal of the

court to permit liquidation were in progress from August

4, 1930, to December 5, 1930 [Tr. pp. 68-70], with both

the court and the creditors ignorant of the chaos into

which the receiver was plunging the estate commencing

about November 1, 1930, by reason of his changing over

his rock purchases from Inyo Marble Co. to Wright, and

Wright and Ward [Tr. pp. 71-73]. In other words, the

receiver secretly gambled with the estate's money.

The Brown suit was actually commenced on April 23,

1932, and the amount sued for was approximately $32,-

000.00. The receiver opposed the suit, a trial was had, and,

while the trial was in progress, the receiver, with the per-

mission of the equity court, but over the objections of the

creditors involved in the appeal in the case at bar, who

were given leave to renew their objections upon the hear-

ing of the final account of the receiver [Tr. p. 72], settled

the case by paying to Brown $12,500.00 in cash out of

the receivership assets. The receiver paid out $1,555.16

for costs and expenses in the suit, so that the loss in the
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suit itself was $14,055.16. The law firm of Gibson, Dunn

and Crutcher were appointed by the equity court as counsel

to defend this suit for the receiver, and they were al-

lowed by the equity court $3,500.00 for their services and

expenses. The total loss to the estate and the creditors

by this transaction was, therefore, $17,555.16.

The objecting creditors on this appeal filed exceptions

to the receiver's accounts, and to the application of Gib-

son, Dunn and Crutcher for counsel fees, wherein ap-

proval was sought for the payment of this $17,555.16.

The main ground of the exceptions was that the receiver

was guilty of negligence in conducting the transaction

as he did without notifying the court and the creditors of

the situation and seeking instructions from the court,

since he was in peril of paying twice for the same rock.

The position taken by the objecting creditors was that,

while the amount requested to be allowed to Gibson, Dunn

and Crutcher was reasonable for the services performed,

their compensation should be paid ^^y the receiver per-

sonally and not out of the receivership estate.

Upon the hearing, the court overruled these exceptions

and allowed Gibson, Dunn and Crutcher $3500.00 in full

for services and disbursements. This meant a total loss

to the estate and the general creditors of $17,555.16, and

reduced the amount left on hand for disbursement to gen-

eral creditors, whose claims aggregated $400,923.00, to

the paltry sum of $2,995.86. The receiver was paid for

his compensation over $30,000.00 [Tr. p. 76].

The lower court filed a written opinion in which he took

the position, after reviewing the facts of the case, that

the receiver had acted in good faith and with ordinary
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prudence and that, in any event, the general creditors

really lost nothing because if the assets had been liquidated

on or about November 1, 1930, the bondholders would

have absorbed everything anyway and there would have

been nothing left for the general creditors. This con-

clusion of the court, of course, overlooks and does not take

into account the $30,000.00 of income tax refund money

on hand, which was free money and constituted a general

fund for the benefit of all creditors, and which would have

been available for distribution to general creditors at that

time; and even though the bondholders salvaged nothing

out of the sale of the fixed assets upon which they had a

lien, they would have been entitled only to their propor-

tionate share of the $30,000.00, which would have been

about 40% thereof, and the general creditors would have

been entitled to the other 60% or about $18,000.00 in-

stead of the miserable $3,000.00 to which they are now

relegated.

There is no question raised as to the honesty of the re-

ceiver, but the vice lies in his substituting his own judg-

ment for that of the court and the creditors in a situation

that was fraught with great peril and which might require

him to pay twice for the same article. He speculated,

really gambled, with the creditors' money without their

permission, and without the sanction of the court; and

thereby brought about almost a total loss.

(Note: This statement of facts is based upon
the findings of fact, abstract of documentary evi-

dence, memorandum of conclusions, and the pre-

liminary statement of facts set forth in the assign-

ment of errors, as contained in the transcript of the

record on appeal, at pages 64, 80, 51 and 95.)
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IV.

Specifications of Error.

The assignments of error filed by appellants in the

lower court in connection with their appeal are as follows

:

1. The decree is not supported by the findings in that

the findings show that the receiver acted with gross negli-

gence in taking the action he did with respect to the Inyo

Marble Company and Wright and Ward regarding the

rock and placing himself in a situation where he might

have to pay twice for the same material without reporting

the situation to the court and the creditors and securing

instructions from the court as to his course of action.

2. The decree is not supported by the findings in that

the findings show that if the estate had been liquidated

on or about November 1, 1930, the total amount due the

bondholders would have been approximately $400,000.00,

and at that time there would have been available for dis-

tribution to all creditors at least $30,000.00 in cash, all of

which was free from the lien of the bond issue, and even

though the fixed assets covered by the bond issue would

have been insufficient upon a liquidation to pay the bond

claims in full, still their participation with the general

creditors in the free assets would not have prevented the

general creditors from procuring a much more substantial

dividend than they will now under the present set-up.

3. The court erred in not granting the motion made by

the objecting parties for a decree sustaining the excep-

tions to the final account and supplement to final account

of the receiver and the amended petition of Gibson, Dunn
and Crutcher for counsel fees and expenses and surcharg-

ing the receiver in the sum of $14,055.16, and directing



—la-

the receiver to pay said Gibson, Dunn and Crutcher the

sum of $3500.00 in full for counsel fees and expenses not

out of the estate but out of his own funds, and disallow-

ing the accounts of the receiver unless such surcharge was

paid within a specified time, and making findings of fact

and conclusions of law and a decree in conformity there-

with, in that the other findings of fact of the court are

sufficient to support such a decree and are insufficient to

support any other decree.

4. The court erred in denying the motion of the ob-

jecting parties for a special finding of fact to the effect

that the receiver, in paying to Wright and Ward money

of the receivership estate after notice of an adverse claim

from Inyo Marble Company and without notifying the

court and the creditors of the situation and without secur-

ing an order of court authorizing such payment, did not

act with ordinary business prudence and was guilty of

gross negligence and should be surcharged by reason

thereof in the sum of $14,055.16 and be required to pay

personally and not out of the receivership estate the sum

of $3500.00 to the said Gibson, Dunn & Crutcher for

counsel fees and expenses.

5. The court erred in refusing to make a conclusion

of law to the effect that the said receiver by so paying said

money out of the receivership estate to Wright and Ward
after such notice of an adverse claim from the Inyo

Marble Company, and without notifying the court and

the creditors of the situation and securing an order of

court authorizing such payment, did not act with ordinary

business prudence and was guilty of gross negligence and

should be surcharged in the sum of $14,055.16 and his

final account and supplement to final account should not
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be allowed until such surcharge had been paid into the

receivership estate.

6. The court erred in denying the motion of the ob-

jecting parties for a conclusion of law to the effect that

the receiver should be required to pay personally and not

out of the receivership estate the sum of $3500.00 to Gib-

son, Dunn and Crutcher for counsel fees and expenses.

7. The court erred in denying the motion of the ob-

jecting parties for a conclusion of law to the effect that

the exceptions of the objecting parties should be allowed

to the extent that the receiver was surcharged in his ac-

counts in the sum of $14,055.16 and should not be per-

mitted to pay out of the estate but be required to pay

personally the sum of $3500.00 to Gibson, Dunn and

Crutcher for counsel fees and expenses.

8. The court erred in denying the motion of the ob-

jecting parties for a conclusion of law to the effect that

the balance remaining in the receivership estate, after such

surcharge and without the payment out of the estate of

any money to Gibson, Dunn and Crutcher, should be dis-

tributed pro rata to the general creditors, whose claims

have been allowed herein in the total sum of $400,923.00.

9. The court erred in denying the motion of the ob-

jecting parties for a conclusion of law to the effect that

the receiver is not entitled to a discharge and is not en-

titled to have his bond released until such surcharge is

paid into the receivership estate.

10. The court erred in denying the motion of the ob-

jecting parties for a decree to the effect that the final

account of the receiver and his supplement thereto are

disallowed unless within ten days from date he paid into
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the receivership estate the sum of $14,055.16, a surcharge

against his accounts.

11. The court erred in denying the motion of the ob-

jecting parties for a decree to the effect that the receiver

was directed to pay personally and not out of the receiver-

ship estate the sum of $3500.00 to Gibson, Dunn and

Crutcher for counsel fees and expenses.

12. The court erred in denying the exceptions of the

objecting parties to the final account and the supplement

to final account of the receiver and refusing to surcharge

the receiver in the sum of $14,055.16 and refusing to

direct the receiver to pay personally and not out of the

receivership estate the sum of $3500.00 to Gibson, Dunn

and Crutcher for counsel fees and expenses.

13. The court erred in denying the motion of the ob-

jecting parties for a decree to the effect that the receiver

was directed to distribute the balance remaining in the

equity estate, after the payment of such surcharge into

the estate, or so much thereof as shall have been col-

lected, pro rata among the general creditors of the estate,

whose claims as allowed herein total the sum of $400,-

923.00.

14. The court erred in denying the motion of the ob-

jecting parties for a decree to the effect that neither the

receiver nor his bond should be released until the payment

of such surcharge into the receivership estate and until

the payment of the sum of $3500.00 by the receiver per-

sonally and not out of the receivership estate to the said

Gibson, Dunn and Crutcher.



—16—

V.

Questions Presented.

The appeal is upon the judgment roll alone, and is made

upon the ground that the decree is not supported by the

findings. The court signed and filed findings of facts,

conclusions of law, and a decree. Prior to this, the ap-

pellants filed and presented their motion for a different

findings of fact, conclusions of law, and decree [Tr. p.

57]. These were all to the effect that the receiver was

guilty of negligence in his handling of the rock situation

and thus caused a loss to the estate of $17,555.16 and

should be surcharged in his accounts to that extent. This

motion was denied by the court, to which ruling an excep-

tion was duly taken [Tr. p. 62]. At the insistence of

counsel for the respondents an abstract of the documentary

evidence was filed, and is part of the record, but it simply

supports the facts set out in the findings of fact.

The questions presented on this appeal, as set out in

the assignment of errors, arise out of the findings of fact,

conclusions of law, and decree; and may be summarized

into three main questions, viz:

1. Was the receiver guilty of negligence in purchasing

rock from Wright, and Wright and Ward, and paying

them for it, in the face of notice from the Inyo Marble

Co. that it was the owner of this rock and that payment

for the same to Wright, and Wright and Ward, and not

to Inyo Marble Company, was at the receiver's peril,

without first notifying the court and the creditors of the
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situation and seeking instructions from the court f In

other words, was not the proximate cause of this loss of

$17,555.16 due to the negligence of the receiver in tins

respect, and should he not he surcharged in his accounts

for this amount?

2. Even assuming that the receiver was guilty of negli-

gence in this respect, was the condition of the receiver-

ship estate on or about Novefnber 1, 1930, such that the

general creditors would have received little or nothing

if there had been a liquidation at about tJtat time so that

the fact they will receive little or nothing at this time by

reason of such negligence of the receiver does not mean

any financial loss to them; and, therefore, the receiver

shoidd not be surcharged?

3. Are these objecting creditors on this appeal bound

by the court proceedings in the fall of 1930, which com-

menced August 4, 1930, and wound up December 5, 1930,

in an order of the court denying a motion for reconsid-

eration of a previous order denying liquidation through

bankruptcy proceedings or otherwise, and directing a sale

that required for its consummation a further continu-

ance of the business by the receiver?
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VI.

Argument.

1. The Receiver Acted With Gross Negligence

AND Should be Surcharged the Full Amount

OF $17,555.16.

The law is well settled that a receiver in equity, when

he operates a business with the permission of the court,

is required to use only ordinary business prudence, to act

like an ordinarily prudent business man would act under

similar circumstances.

53 Corpus Juris, p. 164, Sec. 209.

Would an ordinarily prudent business man have acted

as Scott did under the circumstances of this case? It

seems to us that a consideration of the facts themselves

furnish a conclusive negative answer to this question.

He not only voluntarily placed himself in a position where

he might have to pay twice for the same material, but,

also, did so without reveahng the perilous situation to the

court and the creditors and seeking the court's instruc-

tions. While he acted honestly, he gambled with the

creditors' money to the possible extent of some $32,000.00,

which was the amount paid to Wright and Wright and

Ward by the receiver, and the amount sued for against

the receiver by Brown as assignee of the Inyo Marble

Co. [Tr. p. 72], and did suffer a loss, by reason of his
•

bad judgment, in the sum of $17,555.16. He substituted

his judgment for that of the court, and lost, and should

suffer for it. The creditors should not be required to
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suffer on account of his reckless judgment. It was negli-

gence, gross negligence, on his part to permit himself

to get into this fix, without first revealing all the facts

to the equity court, and taking the creditors into his con-

fidence, and then following the court's instructions. Were

the facts regarding this transaction before the court when

it made its orders between August 4, 1930, and December

5, 1930, regarding the sale to M. Kinzie Miller, it is un-

conceivable that the court would have authorized the sale,

especially since the terms of Miller's proposition required

time for the consummation of the sale and an operation

of the business in the meantime [Tr. p. 83], and it is more

than likely that the court would have ordered an immedi-

ate liquidation for the protection of the general creditors

unless the receiver could figure out some way whereby he

could purchase this rock for the carrying on of the busi-

ness without being compelled to pay twice for the same.

At all events, the creditors should have had the facts laid

before them and given an opportunity to make their

recommendations to the court. But the receiver con-

cealed these facts from the court and the creditors. The

court did not have any intimation of the situation until

some months after making these orders regarding the

sale; and the creditors did not have any intimation or

knowledge until over a year after that time [Tr. p. 72].

If a receiver, when running a business, finds that fur-

ther operation is facing a loss, such as in the case at

bar, he should promptly report the facts to the court and

the creditors and ask the court for instructions in the
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premises; and his failure to do so is sufficient warrant to

surcharge him for the loss.

Clark on Receivers, Chap. 14, pp. 531, et seq.;

53 Corpus Juris, p. 167, Sec. 213;

Gutterson & Gould v. Lebanon Iron & Steel Co.,

151 Fed. 72;

Hitner v. Diamond State Steel Co., 207 Fed. 616;

Wire Wheel Corporation v. Fayette Bank, 30 Fed.

(2d) 318;

Central Savings Bank of Keokuk v. Fanning Ball

Bearing Chain Co., 92 N. W. 712.

In the case of Gutterson & Gould v. Lebanon Iron &
Steel Co., 151 Fed. 72, the court said:

"The business was not their own (the receivers'),

and they were not in a position to take any chances

with it; nor in putting them in charge could it have

been understood that they were to carry it on re-

gardless of results and at all hazards. This was not

the kind of management the court looked for and

had the right to expect. The purpose of the receiv-

ership was to keep the property together, in order

to have it as a going concern, and not to dissipate

it, and above all, the receivers were bound to see

that they were not getting behind, and to stop short

if they were, until it was ordered otherwise."

In the case of Wire Wheel Corp. v. Fayette Bank (C.

C. A. 7th), 30 Fed. (2d) 318, the court said:

"No receiver should continue to operate a losing

business save upon the consent of creditors and upon

the order of the court after the fact showing such

loss has been fully disclosed to the court."
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In the case of Central Savings Bank of Keokuk v.

Fanning Ball Bearing Chain Co., 92 N. W. 712, the court

said:

"It is not to be understood that the receiver must

go to the court with every trifling matter. Modern

practice permits them to exercise their sound discre-

tion in many matters relating to the care and man-

agement of property in their custody, subject to the

subsequent approval of the court, which will be

given when the officer has acted in good faith and

what he has done appears to have been beneficial to

the parties interested. . . . But this is done at

their own risk. In so important a matter as the

operation of a manufacturing plant, an order should

first be obtained, and the receiver kept strictly within

its limits. Here, as we have seen, he disregarded

the terms of the order and, in incurring the large

indebtedness acted entirely outside of the authority

conferred. But even if we were to construe the order

as permitting discretion in the matter of expenses

we would have no hesitation in declaring that the

conduct of the business under the circumstances dis-

closed was in disregard of his duty to preserve the

estate. Not that such officers must always reap

profits when conducting the business of insolvents.

They may be often justified in operating at a loss but

when it becomes apparent that the business cannot

be continued save at the expense of the estate, and

no ulterior benefit is reasonably to be anticipated,

the officer in the exercise of reasonable prudence in

the care of the property entrusted to his keeping,

must stop and proceed no further without specific

instructions. . . . He (the receiver) had repre-

sented that the property would be protected by carry-

ing on the business. Instead it was being destroyed
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and he knew it but remained silent. No one interested

was informed of the situation and not until com-

pelled did he advise the court of what he had done.

When he discovered that the business could not be

carried on without loss, and that the sales in the man-

ner made did not amount to enough to meet ex-

penses, it was his plain duty to so advise the court.

No prudent man would hold property knowing it

was surely being eaten up by expenses. No trustee

can be permitted to do so without the express order

of the court after being fully advised."

Nor is it a sufficient excuse for a receiver to show that,

although he used poor judgment and there was a loss,

still he honestly exercised the discretion vested in him.

In the case of Hitner v. Diamond State Steel Co., 207

Fed. 616, the court said:

*'It was urged with much insistence by the counsel

for the receivers that from the nature and circum-

stances of their appointment they were clothed with

a discretion in the exercise of their official duty and

could not be held accountable for any loss or damage

resulting to the creditor of the steel company from

an honest exercise of that discretion. This is true,

subject to the important proviso, that in the exercise

of their discretionary power they were not guilty of

carelessness, negligence, extravagance, or other faults

resulting in loss which would and should have been

avoided by reasonably prudent men in the discharge

of their duty as trustees."

The duties and obligations of receivers and trustees in

bankruptcy are comparable to those of equity receivers,

and executors and administrators, and it has been re-
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peatedly held that such officers of the court are bound

to exercise due dihgence, and that, if loss or damage re-

sults from failure so to do, their reports and accounts

may be surcharged.

In re Montgomery & Son (D. C. Ohio, 1937), 17

Fed. (2d) 404, 9 A. B. R. (N. S.) 407;

Hartford Accident & Indemnity Co. v. Crow (C.

C. A. 6th, 1937), 83 Fed. (2d) 386, 31 A. B. R.

(N. S.) 345.

2. The Condition of the Receivership Estate Was
Such on November 1, 1930, That if the Court

Had Been Informed Regarding the Rock Situa-

tion AND Had Ordered a Liquidation the
General Creditors Would Have Recovered Sub-

stantial Returns Whereas Now They Will
Recover Little, if Anything.

The findings of fact clearly show that on November 1,

1930, the date when the receiver changed over his pur-

chasing of rock from the Inyo Marble Co. to Wright and

Wright and Ward, and began to get entangled in the mess

that finally resulted in a loss to the equity estate of $17,-

555.16, there was on hand in the estate the sum of $30,-

345.32 as a general fund of the receivership arising out

of a refund from the United States Government of income

taxes by the defendant corporation prior to the receiver-

ship. In fact, this money was on hand on October 16,

1930, when the court made an order for the sale of the

assets of the estate to M. Kinzie Miller; and remained

on hand until April 29, 1932, when the court made an

order confirming the sale of the assets to Miller [Tr. pp.

69, 70]. It was at all times free money, and a general
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fund of the receivership estate which could have been

used in satisfaction of creditors' claims; and if the court

had caused this money to be so used, the general credi-

tors, including the objecting creditors here, would have

had a substantial sum of about $18,000.00 available for

distribution to them out of this general fund, whereas now,

by reason of the receiver's negligence, there is only about

$3,000.00 left for distribution. The total of general

claims was about $400,000.00 and the total of secured

claims about $270,000.00, so that the general creditors

would have been entitled to receive about 60% of this

general fund, or about $18,000.00, and the secured credi-

tors would have been entitled to receive 40% or about

$12,000.00.

It is true that in equity receivership cases the rule is

that secured creditors are not required, as they are in

bankruptcy cases (Bankruptcy Act, Sec. 57-L), to exhaust

first their security before they can participate in the dis-

tribution of free assets. In the case of American Trust

Co. V. Harris (C. C. A. 9th, 1937), 88 Fed. (2d) 541,

the court said:

''In an equity receivership a secured claimant is

entitled to distribution of dividends from the general

fund in the hands of a receiver in the proportion

that his entire claim bears to the entire indebtedness

until such time as the amount realized from such

dividends and from the security cover the entire

indebtedness."

In the case at bar the bondholders would have had a right

to participate in the distribution of this general fund,

this tax money, before foreclosing the Hen of their bonds;
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but their pro rata proportion of this general fund would

have been only about $12,000.00, leaving $18,000.00 for

the general creditors, and it is not unreasonable to assume

that a sale of the fixed assets covered by the bond indent-

ure would have produced almost enough, if not enough,

to take care of the bond indebtedness, in which event the

general creditors' share would have been at least equal

to the $21,463.17 shown by the final report of the re-

ceiver to be available for distribution to creditors. [Tr.

p. 10.] It is stretching the imagination too far to believe

that assets worth $800,000.00 on April 1, 1929, as shown

by the receiver's appraisement [Tr. p. 68], had so far

shrunk in value that by November 1, 1930, they were

worth less than $270,000.00, the amount due on the bonds.

So we contend that the lower court was in error, in his

memorandum of conclusions [Tr. p. 51] in holding, in

effect, that, even though the receiver might be charged

with negligence in the way he handled the rock matter,

he should not be surcharged in any amount for the loss

because if he had disclosed the facts to the court and the

creditors on or about November 1, 1930, and the court

had ordered a liquidation at that time, the amount realized

would probably have been such that the general creditors

would have realized little, if anything, and would have

been in the same position they are now. The facts of the

case, as exemplified by the findings, do not support this

contention. On the contrary, they demonstrate clearly,

as we have seen, that, if a liquidation had been ordered

at that time, they would have received a substantial

amount on account of their claims, whereas now they will

receive very little.
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3. The Objecting Creditors Here Are Not Bound

BY THE Proceedings in the Equity Court in the

Fall of 1930, Because Neither They Nor the

Court Were Apprised of This Rock Situation.

The receiver will probably contend that the objecting

creditors here are bound by the proceedings before the

equity court in the fall of 1930, whereby a sale of the

assets to M. Kinzie Miller, which involved a further con-

tinuation of the business for a limited time, was ordered,

and the $30,000.00 tax money, the general fund, was

ordered paid to the bondholders on account of interest

over the objections of the objecting creditors in the case

at bar. The period of these proceedings and various

orders was August 4, 1930, to December 5, 1930, just at

the time when the receiver was secretly embarking upon

this disastrous enterprise. This contention would have

merit were it the fact that the court was apprised of the

rock situation when it made these orders and the objecting

creditors had had their day in court at that time upon this

subject. But these facts about the rock situation were not

before the court at that time, were unknown to the court

for a long time thereafter, and were unknown to the cred-

itors for a still longer time thereafter, and were not in-

volved in such proceedings. Under these circumstances, it

seems clear that the objecting creditors are not bound by

these orders of 1930 and have the right to their full day in

court, and a full hearing now as to whether the receiver

should or should not be surcharged in the premises.



VII.

Conclusion.

This appeal is the end of a long trail of ten years' dura-

tion in a consent equity receivership wherein the receiver

has conducted the administration with a high hand and

the general creditors have been buffeted around to the

point where they will now receive little or nothing out of

an estate in which the receiver, at least until 1932, strenu-

ously contended to the lower court, and persuaded the

lower court, that the estate was solvent and that a liquida-

tion was out of order. The receiver was paid over $30,-

000.00 for his compensation. There is left for the general

creditors under this administration for distribution to the

general creditors about $3,000.00.

If the receiver had been fair with the court and the

creditors about the rock transaction, and had acquainted

them with the facts at the time, or had even interpleaded

the parties in a state court to determine to whom the

money should be paid, we would have had an entirely

different situation. It appears to us that the equity court

would either have ordered an immediate liquidation, or

compelled the receiver to make some other arrangement

about the rock to the end that the estate would not have

been compelled to suffer loss by reason of paying twice for

the same article. In either event, the general creditors

would have been protected, and would have received a sub-

stantial sum in money, whereas now they will receive

practically nothing.
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This case presents a very sordid picture from the point

of view of the efficacy of equity receivership administra-

tion. The lower court is not chargeable with any of the

blame that attaches to the administration in this case.

The court could only act upon the information furnished

to it; upon the record before it at the time it made its

orders. As Judge James states in his memorandum of

conclusions [Tr. p. 54]

:

''Fortunately, today we have few applications for

the appointment of equity receivers. The business of

failing concerns now takes a course under the pro-

visions of Section 77B of the Bankruptcy Act, or is

directly liquidated in the ordinary course of bank-

ruptcy."

Dated this 1st day of December, 1937.

Clock, McWhinney & Clock,

Grainger & Hunt,

Attorneys for Appellants.


